-19.

subscription to telephone service must begin by recognizing the preferability, on economic
grounds, of a rebalancing of telephone rates, supplemented with targeted subsidies, financed by
competitively-neutral levies, over the present massive internal subsidization. The universal
subsidy fund contemplated by the Telecommunications Act can most efficiently be used both to
honor the entitlement of the incumbent local telephone companies to a fair opportunity to
recover the costs, both sunk and ongoing, they actually iﬁcurred in fulfillment of their public
utility obligations and to make competition at the local level feasible by distributing to
successful competitors the ammounts by which the basic service rates for the subscribers they
succeed in attracting fall short of the for\&ard-looking costs of the incumbents.

The distinctive feature of the U S West proposal is that under it the subsidies for the
latter purpose would take the form of supplementing the up-front investment costs of the
successful bidder for the right to serve any group of subscribers as carrier of last resort rather
than the annual, levelized carrying and operating costs associated with those investments.

In the previous regime of franchised public utility monopoly, it was possible for the
LECs to make the necessary investments, secure in the knowledge that they would be able to
recover those costs over time. Neither the incumbent LECs nor their challengers would be able
to do so henceforward, if they were expected to undertake the investments with their own
resources but be at risk thereafter of having the supplemental subsidies taken away by
competitors that had not incurred those costs.

The U S West proposal responds to the risk inherent in the new competitive
environment, therefore, by relating the subsidy payments to initial investment outlays rather
than to annual costs or revenue requirements. It envisions competition among LECs to qualify
for those up-front subsidies and would confine subsidies thereafter, if any were required, to the
recovery of operating expenses. Only such a subsidy program could, in a world in which
competitors would thereafter be in a position to win subscribers away from whatever carrier
incurred the costs of the initial investments, could provide the synchronization of cost
incurrence and subsidy payments necessary to elicit the required investments, whether by

incumbent telephone companies or their competitors.

Conswiting Economists
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